Bullion
Volume 25

Number 3

Article 3

9-2001

Financial small-scale business under the new CBN directive and
its likely impact on industrial growth of the Nigerian economy.
O. J. Nnanna

Follow this and additional works at: https://dc.cbn.gov.ng/bullion
Part of the Economic Theory Commons, Entrepreneurial and Small Business Operations Commons,
Finance Commons, and the Macroeconomics Commons

Recommended Citation
Nnanna, O. J. (2001). Financing small-scale business under the new CBN directive and its likely impact on
industrial growth of the Nigerian economy. CBN Bullion, 25(3), 7-11.

This Article is brought to you for free and open access by CBN Institutional Repository. It has been accepted for
inclusion in Bullion by an authorized editor of CBN Institutional Repository. For more information, please contact
dc@cbn.gov.ng.

JULY/SEPTEMBER,2OOl.

Volume25No.3

THE NEW
FINANCING SMALL SCALE BUSINESSES UNDER
RIAL
CBN DIREGTIVE AND ITS LIKELY IMPACT ON INDUST
GROWTH OF THE NIGERIAN ECONOMY
BY
O. J. NNANNA, Ph.D*
INTRODUCTION

JJ
f{
-l.L

conomy of scale is a theorY
which is oreciicated on the

/notion that "big is better"
while "small is bad." Thus, the

view that large firms were the cornerstone of the modern economy
prevailed for the better part of the
20th century (ADCG, 2000).
Small enterprises were seen as
outmoded and synonimous with

technological and economic
backwardness, although almost
all businesses were small before
they became "big." Of recent,
however, this view has changed
and the important role of small
scale enterprises in industrial and
economic development has been
recognised.
Evidence around the world indicate that small scale enterprises
provide an effective means of
stimulating indigenous entrepreneurship, enhancing greater employment opportunities per unit of
capital invested and aiding the
development of local technologY
(Sule. 1986: World Bank 1995).
Through their wide dispersal, they
provide an effective means of
mitigating rural-urban migration
and resource utilization. Furthermore, by producing intermediate
products for use in large scale
enterprises, small scale enterprises contribute to the strengthening of industrial linkages.
Typically, small enterprises
are known to adapt with greater
ease under difficult and changing
circumstances because their low
capital intensity allow product
lines and inputs to be chanced at
relatively low cost. Also, they enjoy a competitive advantage over
large enterprises in servicing dispersed local markets and production of various goods with low

scale economies for niche markets, as well as serving as veritable means of mobilisation and
utilization of domestic savings.
These explain the increased interest which developing countries
have shown in the promotion of

small and medium enterprises

(SMEs) since the

1970s.
Programmes of assist-ance, especially, in the areas of finance,
extension and advisory services,
training and provision of infrastructure have been designed by
the Nigerian governments for the
development of SMEs to enhance
the attainment of these development objectives. Despite governments' interests and support for
the sector in the recent past, lack
of adequate financing and
infrastructural constraints continued to hamper the develop-ment
of the sector.
The significance of finance in
the drive for economic growth is
fairly well established and generally accepted. For instance, the
take-off and efficient performance
of any industrial enterprise, be it
small or large, will require the pro-

vision of funds for its capita-

lisation, working capital and rehabilitation needs, as well as for the
creation of new investments. Apart
from the entrepreneur, funds are
required to bring together the
other factors of production - land,
labour and capital -before production can take place. Provision
of funds to the industrial sector,
particularly, for the SMEs has,
therefore, been of prime interest
to policy-makers in both the public and private sectors. Successive governments in Nigeria have,
since the last three decades,
shown great interest in me financ-

ing of SMEs, by establishing
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specialised banks and other
credit agencies/schemes to provide customised funding to the
sub-sector. Most of these institutional arrangements have, however, performed below expectations over the years owing to operational bottlenecks. The failure
of most of the schemes and the
need for a sustainable source of
financing small scale industries
(SSls), therefore, necessitated
the recent Central Bank of Nigeria (CBN) inspired Bankers' Committee initiative which is aimed at
committing the banking industry
to the provision of finance and
other ancillary support to the subsector.
This paper, therefore, attempts to articulate the prospects
of the current drive to ensure efficient and sustainable credit delivery system to the SSls. The rest
of the paper is divided into three
broad sections. The first section

reviews and appraises past financing prog-rammes / schemes,
highlighting the major constraints
on their performance. The current
initiative of the Bankers' Committee is discussed in section two,
focussing on its likely impact and
underscoring the needed comple-
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mentary policy measures. Section
three summa-rises and concludes
the paper.
1

.

REVIEWAND APPRAiSAL OF

SMEs FINANCING PRoGRAMMES/SCHEMES
1.1 A Brief Review and Ap-./ praisal

ln order to encourage the

growth of small and medium scale

enterprises, successive administrations have over the years employed: monetary, fiscal and industrial policy measures at the
macro level and financing arrangements at the micro level, to
assist the development of SMEs
in Nigeria. These include inter
alia:

i. providing local finance
through its agencies - Federal
lVlinistry of lndustry, Central Bank
of Nigeria (CBN). Nigerian lndustrial Development Bank (NIDB),
Nigerian Bank for Commerce and
lndustry (NBCI). Nigeria Exportlmport Bank (NEXIM), etc

ii

facilitating and guaranteeing

external finance through the
World Bank, African Development
Bank and other international institutions willing and capable of
assisting SMEs:

iii

setting up of the National EcoFund
(NERFUND) which was a source
of medium to long term local and
foreign loans for SMEs. The outcome of sonle of these funding
arrangements in support of SMEs
in Nigeria are reviewed and appraised below:

nomic Reconstruction

(i) Small Scale lndustries
Credit Scheme (SSTCS)
The Federal Government

through the Federal Ministry of lndustry setup, in 1971, a Small lnd ustries Development Programme

to provide technical and financial
support for SMEs. This led to the
establishment of the Small lndustries Credit Committee (SICC) to
administer the Small lndustries
Credit Fund (SICF) throughout the
country. The SICF was formally
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launched as the Small Scale lndustries Credit Scheme (SStCS) in

the Third National Development
Plan, 1975-1980. The scheme
which operated as a matching
grant arrangement between the

Federal and State Governments
was designed to make credit
available, in liberal terms, to
SMEs and was managed by the
States' [Vlinistries of lndustry,
Trade and Cooperatives through
the Loan [Vlanagement Committees (LMCs). The scheme had
maturing periods ranging from 4
to 10 years, including a moratorium of 2lo 4 years, and the foreign exchange risk was borne by
the Federal Government. The
scheme was largely unsuccessful
because of the dearth of executive capacity to appraise, supervise and monitor projects. As a
result, many unviable projects
were funded, resulting in massive
loan repayment default. Consequently, the scheme which was
expected to be revolving became
progressively starved of funds
and had to be stopped in 1979,
following the withdrawal of the
Federal Government.

ii Central Bank of Nigeria

(CBN)

As part of its developmental
functions, the CBN has since the
1970s been instrumental to the
promotion and development of
SMEs, particularly, through its
credit guidelines which required
that commercial and merchant
banks allocate a minimum stipulated credit to sectors classified

as'preferred,' including the
SMEs. For instance, the CBN

in

the 1979/80 fiscal year directed
that at least 1 0 per cent of the
loans advanced to indigenous
borrowers should be allocated to
S[ttlEs. This was subsequently
raised to 16 and 20 per cent of
total loans and advances in April
1980 and 1990, respectively. However, given the excessive default
rate and cumbersome administration of such loans. banks preferred to pay prescribed penalties
for non compliance, rather than
channel credit to the SMEs. The
failure of the banks to meet the
prescribed credit allocation led

8

the CBN to mandate such defaulting banks, as from 1987 to make
such tending shortfalls available
to it, for onward transfer to the
sector through the NBCI.
As a result of the imposition
of sanctions by the CBN, including mandatory transfer of lending
shortfalls by defaulting banks,
most commercial and merchant
banks complied with CBN directives, leading to credit expansion
to SIVEs and micro enterprises.
For example, banks' loans and
advances to these enterprises
rose from tV]113.4 million in 1980
to N5,900, N42,302.1 and
N46,824.00 million in 1990, 1996
and '1999, respectively. This represented 1.5, 22.9,26.8 and '13.8
per cent of total bank loans and
advances in those years. respectively. The sectoral credit allocation policy to preferred sectors
was, however, discontinued in October, 1996. following the full
liberalisation of the financial sector. ln spite of this, the CBN continued its support for the sector.
For example, recently it agreed
with the banks operating in Nigeria to set aside 10 per cent of their
profit before tax for equity investments in small scale industries.

iii

Nigerian Bank for Commerce and lndustry NBCI
The NBCI was set up by the
Federal Government through Decree 22 of 1973 to provide,
among other things. financial services to the indigenous business
community, particularly SMEs.
The NBCI operated as the apex
financial body for SMEs. lt also
administered the SMEl World
Bank Loan Scheme. As the main
Federal Government instrument
for SME credit provision, the NBCI
approved a total of 797 projects
with a credit value amounting to
N965.5 million between 1973 and
1989 and disbursed N141.32 million between 1987 and 1988.
Also, the Bank financed a total of
126 projects under the World
Bank Loan Scheme. Some were,
however, cancelled for the failure
of project sponsors to contribute
their counterpart funding. The
NBCI has, however, suffered ma-

Volume25 No.

jor operalional problems culminating in a state of insolvencY since
1

989.

iv

Nigerian lndustrial DeveloP'
ment Bank (NIDB)
Although NIDB was established mainly to Provide credit
and other assistance to medium
and large-scale enterPrises,
small-scale businesses with total
assets and working caPital of uP
to N750,000 have also been accommodated by the Bank. An attractive feature of NIDB's financing is its policy of equity participation in the paid up share capital of some of the projects it financed. lt disbursed a total of
N174.6 million to the SSls between 1980 and 19BB and was
also responsible for the bulk of
credit delivery to StVlEs under SME

ll

loans scheme, accounting for

more than 80 per cent of the total

number of disbursements under
the scheme. Arising from financial
and other constraints, NIDB'S direct project approval and dis-

bursement to the sub-sector
since 1989 has, however, been
low.

v.
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i

World Bank SME ll Loan
Scheme
ln order to encou rage the
emergence of a new generation
of viable investments and services as well as improve the quality and range of financial and extension services available SI\IEs,
The Federal Government secured a World Bank loan of
$270.0 million in 1988. The CBN
established an SME Apex Unit in
1990 to administer the credit components and other related activities for the World Bank loan in
order to facilitate project implementation. The SME Apex Office
approved a total of 211 projects
valued at US$132.8 million between 1990 and end March 1994
when projects approval stopped.
Total disbursements of $107.1
million as at June 1996 resulted
in the establishment of 85 new
SMEs and the expansion, diversification and modernisation of
102 existing ones.

vi.

National Economic Recon'
struction Fund (NERFUND)
The Federal Government established the National Economic
Reconstruction Fund (NERFUND)
in 1989 to provide soft, medium
to long term funds for whollY Nigerian owned SMEs in manufacturing, agro-allied enterPrises,
mining, quarrying, industrial suPport services, equipment leasing
and other ancillary projects. The
resources of NERFUND were
mainly contributions from the Federal Government, the CBN and

foreign sources, including

a

US$50 million loan from the goverrrntent of former Czechoslovakia and U5$230 million from the
ADB. NERFUND funded a total of
474 projects between 198g
a nd 1 995, wh ile between 1 996
and 1998 only 87 projects were
approved. From its inception to
1998, NERFUND disbursed about
US$144.9 million and N68'1.5 million to approved projects. Despite
these successes, NERFUND
faced a number of problems, including poor loan recovery rate
and low demand for loans afterl 990 because of concern for
foreign exchange risk which was
borne by borrowers.

vii).

The Capital Market:
ln order to deal with the bias of
the capita market in favour of
large enterprises, the Second Tier
Securities Market (SSM) was established in 1985 to assist small
and medium sized indigenous enterprises to access funds from the

capital market for expansion and
modernisation. Available data reveal that the number SMSs listed
on the SSM have risen to about
20, while 4 moved to the main list
of the market.

1.2 SOME LINGERING CON.
STRA!NTS ON SMALL BUSINSS
FINANCING
Despite the effforts made at
providing finance and ensuring
that the regulatory environment is
conducive, though the repealing
of regulations that were inimical
to orderly growth and development of small businesses, there
are still areas that have not been
9

adequately addressed. Some of
these areas are discussed below:

'l.Lack of Depth of the Financial Sytem
The support which SMEs have so
far received from the financial
system is grossly inadequate.
The system has not attained the
desired level of sophistication to
facilitate the funding of SMEs.
Recent studies by the United Nations Dvelopment Programme
(UNDP) and the Federal Ministry
of lndustry (FMl) revealed that
1036 out of the 't498 SMEs (or
69.20o/o) surveyed were funded
by personal savings and only 3.6
per cent obtained credit facilities
from banks. Banks are unwilling
to do business with SSls because
they are perceived as high risk
ventures. As a result, working
capital is still a major constraint
on production, as most SMEs are
restricted to funds from family
members and friends and are
therefore unable to respond

timely to unanticipated chal-

lenges. Similarly, the Stock Exchange is yet to appreciably accommodate the long term financial needs of the SMEs. This has
been attributed to low awareness,
as well as SMEs aversion to ownership dilution and disclosure of
information.

iii)

lnadequate lnfrastructural
Base

lnadequate provision of essential services such as telecommunication. access roads, electricity and water supply constitutes one of the greatest constraint to SME development. Most
SMEs resort to private provisioning of these facilities at great
costs, thereby reducing available
funds for their operations. A
World Bank Study (1989), estimated that such cost accounted
for 15 - 20 per cent of the cost of
establishing a small scale enterprise in Nigeria. This is likely to
be much higher today, given the
high level of deterioration of our
basic infrastructure. Contemporary evidence have shown that the
relative burden of the compensatory provision of infrastructural fa-
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cilities is much heavier on SMEs
than on large enterprises.
(iii) Poor Management practices
and Low Entrepreneurial
Skills
lVlany S tM Es do not keep
proper accounts of transactions.
This hinders effective control and
planning [Vloreover, lack of relevant educational background
and thorough business exposure
constrain their ability to seize
business opportunities that could
lead to growth and expansion.

(iv)

Distress in the Banking
Sector
The distress in the banking
industry adversely affected the
performance of SMEs. ln particular, those that were sponsored by

the distressed banks could not
provide working capital for their
operations. The need to review
existing financing arrangement
and fashion out new relationships
with healthy banks continues to
pose challenges to the SttlEs.

(v)

Overbearing Regulatory
and Operational Environment
The plethora of regulatory

agencies, multiple taxes, cumbersome importation procedures and
high port charges have continued
to exert serious burden on the operations of the SMEs. Many SMEs
have to deal with myriad of agencies at great cost.

2.THE CURRENT INITIATIVE OF
THE BANKERS'COMMITTEE
2.1 The Banks' lnitiative
The need for a sustainable
source of financing for SSls. following the failure of various arrangements described above,
necessitated the Bankers' Committee initiative, with the CBN as
the prime mover. Under the
scheme, all banks in Nigeria are
required to set aside 10.0 per
cent of their annual profit before
tax for equity investments in small
scale industries (SSls). A comprehensive Report on the prog-
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ramme produced by a consultant
has been discussed and accepted
by the Bankers' Committee, while
the guidelines for operations are
being finalised. lt is estimated that
aggregate pre-tax profit of banks

would be about N573.7 billion in
the first five years. 2001 - 2OOS.
and 10.0 per cent of that sum
would be N57.37 billion. This is a
substantial amount that could revive the small industry sector if all
the stakeholders play their roles
as expected. The initiative, in addition to providing finance, also
requires banks to identify, develop and package viable industries with the entrepreneurs.
Through the scheme, banks are
expected to spearhead the restructuring and financing or refinancing of SSls. many of which
are now moribund, owing partly to
poor funding. ln order to give further support to the initiative, the
Central Bank has contacted the
lnternational Finance Corporation
(lFC) which has agreed to bring
in resources for on-lending
through the banks, when an enabling environment has been created.
2.2 SOME LIKELY IMPACT
OF THE CURREN INITIA.
TIVE
lf the scheme is well managed,
the Bankers' Committee initiative
has good prospects of fostering
an enduring private sector led fi-

nancing support for a viable

small-scale industry sector which
is needed to provided a solid indigenous base from the nation's
industrialisation drive. lt would,
among other things:
(a) Boost and Deepen SMI Fi-

which would further deepen
sources of financing in the country.

(b) Facilitate Access to The
Capital Market
Access to the capital market
will be facilitated as the Bankers,
initiative is expected to broaden
equity participation in SMls,
thereby resolving operator,s
characteristic aversion to disclosure and ownership dilution.
Through this, the prospects for
many more SMls satisfying the
listing requirements on the Second Tier Market (SSM) and existing ones moving to the First Tier
of the market appear bright.
(c) Stimulate Activities in the

Sub-Sector
With enhanced funding and
improved infrastructural facilities,
capacity utilization in existing firms
would be boosted and this would

provide incentive for prospective
investors, thereby stimulating productive activities in the economy.The step-up activities will in
turn facilitate employment generation and utilization of local resources for which small industries
are noted for, wih the attendant
multiplier effects on the overall
economy.

(d)

Widen Banks' Service
Delivery to the Economy
The new initiative provides

a

veritable avenue for all the banks
in the country to participate in the

ownership of business enterprises through equity participation, thereby widening their service delivery to the economy. lncreased availability of equity
capital to SMls will in turn help

nancing

in restructuring their capital

The programme is expected to

bases for revival and growth.

reverse the age-long lukewarm
attitude of the banking sector in
meeting the credit needs of the
SMls. Substantial funds will be
pooled annually from the banking
sector to boost SMI operations.
This is aside of the anticipated
IFC financing in foreign exchane
10

(e) lmprove

Operators' Management Practices
As the new initiative would
influence banks to be involved
in the ownership of enterprises,
there will be improvement in the
management practices of SMls.

/
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For instance, with banks' exPert
advice, the Problem of Poor
record keeping and lack of adequate delianation of owners'
funds from enterPrises would be
overcome, leading to efficient

through apProPriate legal re-

nesses and growth of entrePreneurship in the economY.

erators and credit deliverY

management

of such

busi-

(f)

Reduce Rate of Default
As banks. under normal circumstances, would ensure
proper loan administration and
monitoring, the erstwhile notion
of seeing every loan facility as
national cake will be mitigated,
thereby reducing the rate of defa

u

lt.

2.2

Complementary Policy
Proposals
ln order to ensure that the objectives of the new initiative is
achieved and the pitfalls of past
schemes avoided, the funding
scheme needs to be complemented with other remedial
measures to address some of
the constraints earlier identified. These include:
Creation of an SMI Window in
fhe New Bank for lndustry
The emerging corporation from
the proposed merger of the
three development financial in-

stitutions (NlDB, NBCI

and
NERFUND) should operate as a
financial conglomerate with dif-

ferent windows. A window
should be specifically created
to serve as a successor scheme
to the SME ll loan programme
to provide additional medium to
long-term funding.
Establishment of SME Credit
Guarantee Scheme
The proposed credit guarantee
scheme meant to relieve the
banks of some risks that are inherent in SME financing should
be implemented expeditiously.
As an entry point, the current
Agricultural Credit Guarantee
Scheme (ACGS) could be expanded to incorporate SSls,

forms.

Creation and Susfenance of
Enabling Environment
ln order to reduce the cost of
operations for both the SMI oP-

agencies, adequate infrastructural facilities should be provided and sustained. This will

include good road network,

regular and constant electricitY
and water supply, as well as adequate security surveillance to
ensure the security of lives and
prope rty.

3.

SUMMARY AND CONCLU

s/oN

ln this paper, an attempt

has

been made to assess the likely
impact of the CBN driven, banking sector financing initiative. in
this regard, a review and appraisal of government's past efforts at establishing financing
schemes and programmes directed al the StvlEs sub-sector
was found to have performed
less satisfactorily - largely because of operational bottlenecks, including lack of depth
of the f inancial system, inadequate infrastructural facilities,
poor management practices
and low entrepreneurial skill, to
mention but a few. The Bankers'
Committee initiative which was
necessitated partly by past
programme failures and also by
the need for evolving a sustainable source of financing, therefore, possesses great potentials if it is well implemented,
with adequate complementary
policy measures. We are optimistic that the initiative shall
lead to the funding of SMEs on
a sustainable basis
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